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Important Change
for 1999

Photographs of missing children. The
Internal Revenue Service is a proud partner
with the National Center for Missing and Ex-
ploited Children. Photographs of missing
children selected by the Center may appear
in this publication on pages that would other-
wise be blank. You can help bring these
children home by looking at the photographs
and calling 1-800-THE-LOST (1-800-843—
5678) if you recognize a child.

Introduction

An installment sale is a sale of property where
you receive at least one payment after the
close of the tax year of the sale. If you dis-
pose of property in an installment sale, you
report part of your gain or profit when you
receive each installment payment. You can-
not use the installment method to report a
loss.

This publication discusses the general
rules that apply to all installment sales. It also
discusses more complex rules that apply only
when certain conditions exist or certain types
of property are sold. There are two examples
of reporting installment sales on Form 6252
at the end of the publication.

At the time this publication was being
A prepared for print, Congress was
@eEeEN considering  legislation  that  would
generally prohibit accrual method taxpayers
from using the installment method of ac-
counting for dispositions of property. For more
information about this and other important tax
changes, see Publication 553, Highlights of
1999 Tax Changes.



If you sold your home or other nonbusi-
ness property under an installment plan, you
will need to read only the General Rules. If
you sold business or rental property or had a
like-kind exchange or other complex situation,
see the appropriate discussion under Other
Rules, later.

If you sold your entire interest in a passive
activity, special rules apply to the treatment
of passive activity losses. See Publication 925
for information on this topic.

Useful ltems
You may want to see:

Publication

[0 523  Selling Your Home

[0 541  Partnerships

[0 544 Sales and Other Dispositions of
Assets

[0 550 Investment Income and Expenses

[0 551 Basis of Assets

[0 925 Passive Activity and At-Risk Rules

Form (and Instructions)

[0 6252 Installment Sale Income

See How To Get More Information near
the end of this publication for information
about getting publications and forms.

What Is an
Installment Sale?

An installment sale is a sale of property where
you receive at least one payment after the
close of the tax year of the sale. The install-
ment sale rules do not apply to the regular
sale of inventory. See Sale of a Business
under Other Rules, later.

If a sale qualifies as an installment sale,
you must report the gain on the sale under the
installment method unless you elect to rec-
ognize gain under your regular method of
accounting. Under the installment method,
you report prorated gain on the sale only as
payments are received. It does not matter
whether you use the cash or accrual method
of accounting. However, accrual method tax-
payers should see the Caution in the Intro-
duction, earlier. For information on recogniz-
ing the entire gain in the year of sale, see
Electing Out of Installment Method under
Other Rules, later.

If you finance the purchase of your
@ property, instead of having the buyer
get a loan or mortgage from a third

party, you probably have an installment sale.
It is not an installment sale if the buyer bor-
rows the money from a third party and then
pays you the total selling price.

General Rules

The buyer's “installment obligation” to make
future payments to you can be in the form of
a deed of trust, note, land contract, mortgage,
or other evidence of the buyer's debt to you.
The rules discussed in this publication gen-
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erally apply regardless of the form of the in-
stallment obligation.

Stock or securities.  You cannot use the in-
stallment method to report gain from the sale
of stock or securities traded on an established
securities market. You must report the entire
gain on the sale in the year in which the trade
date falls.

Dealer sales. Sales of personal property by
a person who regularly sells or otherwise
disposes of the same type of property on the
installment plan cannot be reported under the
installment method. This also applies to real
property held for sale to customers in the or-
dinary course of a trade or business. How-
ever, this does not apply to an installment
sale of property used or produced in farming.

Special rule. Dealers of time-shares and
residential lots can report certain sales on the
installment method if they elect to pay a spe-
cial interest charge. For more information, see
section 453(l) of the Internal Revenue Code.

Sale at a loss. If your sale results in a loss,
you cannot use the installment method. If the
loss is on an installment sale of business as-
sets, you can deduct it only in the tax year
of sale. You cannot deduct a loss on the sale
of property owned for personal use.

Unstated interest. If your sale calls for
payments in a later year and the sales con-
tract provides for little or no interest, you may
have to figure unstated interest, even if you
have a loss. See Unstated Interest and Ori-
ginal Issue Discount, later.

Figuring
Installment Income

Each payment on an installment sale usually
consists of the following three parts.

1) Interest income.

2) Return of your adjusted basis in the
property.

3) Gain on the sale.

In each year you receive a payment, you must
include the interest part in income, as well as
the part that is your gain on the sale. You do
not include in income the part that is the re-
turn of your basis in the property.

Interest income.  You must report interest
as ordinary income. Interest is generally not
included in a down payment. However, you
may have to treat part of each later payment
as interest, even if it is not called interest in
your agreement with the buyer. See Unstated
Interest and Original Issue Discount, later.

Return of basis and gain on sale.  The rest
of each payment is treated as if it were made
up of two parts. One part is a tax-free return
of your adjusted basis in the property. The
other part is your gain.

Figuring gain part of payment. To
figure what part of any payment is
gain, multiply the payment (less in-
terest) by the gross profit percentage. Use the
following worksheet to figure the gross profit

percentage.

1) Selling PriCe ....coveereeiiieiieerieeiee s
2) Installment sale basis:
Adjusted basis of property ...
Selling expenses ..................
Depreciation recapture ...
3) Gross profit (line 1 - line 2)
4) CONtract PriCe .....ovvevververeerieiiseesienieanes
5) Gross profit percentage
(line 3 +1iN€ 4) .ooeiiiiiiiiiecicecs

Selling price. The selling price is the total
cost of the property to the buyer. It includes
any money and the fair market value of any
property you are to receive. Fair market value
(FMV) is discussed later under Payment of
property. It also includes any debt the buyer
pays, assumes, or takes, to which the prop-
erty is subject. The debt could be a note,
mortgage, or any other liability, such as a lien,
accrued interest, or taxes you owe on the
property. If the buyer pays any of your selling
expenses for you, that amount is also in-
cluded in the selling price. The selling price
does not include interest, whether stated or
unstated.

Installment sale basis. This publication
refers to the adjusted basis plus selling ex-
penses and depreciation recapture income
as the installment sale basis.

Adjusted basis. Basis is a way of
measuring your investment in the property
you are selling. The way you figure basis de-
pends on how you first acquired the property.
The basis of property you bought is generally
its cost. The basis of property you inherited,
received as a gift, built yourself, or received
in a tax-free exchange is figured differently.

While you own personal-use property,
various events may change your original ba-
sis in the property. Some events, such as
adding rooms or making permanent improve-
ments, increase basis. Others, such as
deductible casualty losses or depreciation
previously allowed or allowable, decrease
basis. The result is adjusted basis.

For more information on how to figure
basis and adjusted basis, see Publication
551.

Selling expenses. Selling expenses are
any expenses that relate to the sale of the
property. They include commissions, attorney
fees, and any other expenses paid on the
sale. Selling expenses are added to the basis
of the sold property.

Depreciation recapture. If you took de-
preciation deductions on the asset, part of the
gain on the sale of the asset may be recap-
tured as ordinary income. See Depreciation
Recapture Income, later.

Gross profit. For an installment sale,
gross profit is the total gain you report on the
installment method.

To figure your gross profit, subtract your
installment sale basis from the selling price.
If the property you sold was your home, sub-
tract from the gross profit any gain you can
exclude. See Sale of your home, later, under
Reporting Installment Income.

Contract price. The contract price is the
total of all principal payments you are to re-
ceive on the installment sale. It includes pay-
ments you are considered to receive, even
though you are not paid anything directly. See
Payments Received, later.

If part of the selling price is paid in cash
and you hold a mortgage payable from the
buyer to you for the remainder, then the con-
tract price equals the selling price.



Gross profit percentage. A certain per-
centage of each payment (after subtracting
interest) is reported as gain from the sale. It
is called the “gross profit percentage” and is
figured by dividing your gross profit from the
sale by the contract price.

The gross profit percentage generally re-
mains the same for each payment you re-
ceive. However, see the example under Sell-
ing price reduced, later, for a situation where
the gross profit percentage changes.

Example. You sell property at a contract
price of $2,000 and your gross profit is $500.
Your gross profit percentage is 25% ($500 +
$2,000). After subtracting interest, you report
25% of each payment, including the down
payment, as gain from the sale for the tax
year you receive the payment.

Amount to include in income. Each year
you receive a payment on the installment
sale, multiply the payment (less interest) by
the gross profit percentage to determine the
amount you must include in income for the tax
year. In certain circumstances, you may be
considered to have received a payment, even
though you received nothing directly. In addi-
tion to cash, a receipt of property or the as-
sumption of your mortgage on the property
sold may be considered a payment. For a
detailed discussion, see Payments Received,
later.

Selling price reduced. If the selling price is
reduced at a later date, the gross profit on the
sale will also change. You must then refigure
your gross profit percentage for the remaining
payments. Refigure your gross profit using
the reduced sale price and then subtract the
gain already reported. Spread the remaining
gain over the remaining installments. You
cannot go back and refigure the gain you re-
ported in earlier years.

Example. In 1997, you sold land with a
basis of $40,000 for $100,000. Your gross
profit was $60,000. You received a $20,000
down payment and the buyer's note for
$80,000. The note provides for four annual
payments of $20,000 each, plus 12% interest,
beginning in 1998. Your gross profit percent-
age is 60%. You reported a gain of $12,000
on each payment received in 1997 and 1998.

In 1999, you and the buyer agreed to re-
duce the purchase price to $85,000 and pay-
ments during 1999, 2000, and 2001 are re-
duced to $15,000 for each year.

The new gross profit percentage, 46.67%,
is figured as follows.

1) Reduced selling price
2) Minus: Basis .............
3) Adjusted gross profit
4) Minus: Gain reported in 1997 & 1998 .. _24,000
5) Gain to be reported ..........cccccooviiieiiinne $21.,000
6) Selling price to be received:

Reduced selling price ......... $85,000

Minus: Payments received

in 1997 and 1998 ...............
7) New gross profit percentage

(line 5 +1iN€ B) .ooeevveeiiiieericeee e 46.67%

You will report a gain of $7,000 (46.67%
of $15,000) on each of the $15,000 install-
ments due in 1999, 2000, and 2001.

Reporting
Installment Income

Form 6252. You must use Form 6252 to re-
port a sale of property as an installment sale.
Use the form to report the sale in the year it
takes place and to report payments received
in later years. Attach it to your tax return for
each year.

Form 6252 will help you determine the
gross profit, contract price, gross profit per-
centage, and how much of each payment re-
ceived during the tax year to include in in-
come.

Form 6252 is divided into the following
parts.

1) Part I, Gross Profit and Contract Price,
is completed for the year of sale.

2) Part ll, Installment Sale Income, is com-
pleted for the year of sale and for any
year you receive a payment or are con-
sidered to have received a payment.

3) Part lll, Related Party Installment Sale
Income, is completed if you sold the
property to a related person, as dis-
cussed later under Sale to Related Per-
son.

Year of sale. Answer the questions at the
beginning of the form and complete Part | and
Part Il. Line 3 asks whether you sold the
property to a related party. If you answer
“Yes,” answer the question on line 4 and
complete Part Ill.

Later years. Answer the questions at the
beginning of the form and complete Part Il for
each year in which you receive a payment on
the sale. If you sold the property to a related
person, you may have to complete Part Il
also.

Schedule D (Form 1040). Enter the gain
figured on Form 6252 for personal-use prop-
erty (capital assets) on Schedule D (Form
1040), Capital Gains and Losses. If your gain
from the installment sale qualifies for long-
term capital gain treatment in the year of sale,
it will continue to qualify in later tax years.
Your gain is long-term if you owned the
property for more than one year when you
sold it.

Form 4797. An installment sale of property
used in your business or that earns rent or
royalty income may result in a capital gain,
an ordinary gain, or both. All or part of any
gain from its disposition may be ordinary gain
from depreciation recapture. Use Form 4797
to report these transactions and to determine
the ordinary or capital gain or loss.

Sale of your home. If you sell your home,
you may be able to exclude all or part of the
gain on the sale. See Publication 523 for in-
formation about excluding the gain. If the sale
is an installment sale, any gain you exclude
is not included in gross profit when figuring
your gross profit percentage.

Seller-financed mortgage. Special re-
porting procedures apply if you finance the
sale of your home to an individual.

When you report interest income received
from a buyer who uses the property as a
personal residence, write the buyer's name,
address, and social security number (SSN)
on line 1 of Schedule B (Form 1040) or
Schedule 1 (Form 1040A).

When deducting the mortgage interest,
the buyer must write your name, address, and
SSN on line 11 of Schedule A (Form 1040).

If either person fails to include the other
person's SSN, a $50 penalty may apply.

Other Rules

The rules discussed in this part of the publi-
cation apply only in certain circumstances or
to certain types of property. The rules cover
the following topics.

Electing out of the installment method.

* Payments received, including those con-
sidered received.

* An escrow account.

Depreciation recapture income.

* A sale to a related person.

A like-kind exchange.

A contingent payment sale.

A single sale of several assets.

The sale of a business.

Unstated interest.

Disposition of an installment obligation.

* A repossession.

Electing Out of
Installment Method

You must use the installment method to re-
port an installment sale unless you elect not
to use that method. If you make the election,
you generally report the entire gain in the year
of sale, even though you will not be paid all
of the selling price in that year.

To figure the gain to report, use the FMV
of the buyer's installment obligation. Notes,
mortgages, and land contracts are examples
of obligations that are included at FMV.

You must figure the FMV of the buyer's
installment obligation, whether or not you
would actually be able to sell it. If you use the
cash method of accounting, the FMV of the
obligation will never be considered less than
the FMV of the property sold (minus any other
consideration received). If you use an accrual
method of accounting, you must always use
the full face value of the installment obligation
as its FMV.

Example. You sold a parcel of land for
$50,000. You received a $10,000 down pay-
ment and will receive the balance over the
next 10 years at $4,000 a year, plus 8% in-
terest. The buyer gave you a note for
$40,000. The note had an FMV of $40,000.
You paid a commission of 6%, or $3,000, to
a broker for negotiating the sale. The land
cost $25,000 and you owned it for more than
one year. You decide to elect out of the in-
stallment method and report the entire gain
in the year of sale.
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Gain realized:

Selling Price .....ceeeviiiieiiieieeeeeeeeee

Minus: Property's adj. .
Commission

Gain realized .......ccocieiiiie

Gain recognized in year of sale:
Cash ..o
Market value of note ........
Total realized in year of sale ..
Minus: Property's adj. basis ........ $25,000
Commission
Gain recognized .......cccceeiiieiiiinee

The recognized gain of $22,000 is long-
term capital gain. Since you include the entire
gain in income in the year of sale, you do not
include in income any principal payments you
receive in later tax years. The interest on the
note is ordinary income and is reported as
interest income each year.

How to elect out. To make this election, do
not report your sale on Form 6252. Instead,
report it on Schedule D (Form 1040) or Form
4797, whichever applies.

When to elect out. Make this election by the
due date, including extensions, for filing your
tax return for the year the sale takes place.
Once made, the election generally cannot be
revoked. However, you can apply to the IRS
to revoke the election not to use the install-
ment method. You will not be allowed to re-
voke the election if either of the following sit-
uations applies.

* One of the purposes is to avoid federal
income tax.

* The tax year in which any payment was
received has closed.

Automatic six-month extension. If you
timely filed your tax return without making the
election, you can still make the election by
filing an amended return within 6 months of
the due date of your return (excluding exten-
sions). Write “Filed pursuant to section
301.9100-2" at the top of the amended return
and file it at the same place you filed your
original return.

Payments Received

Including Payments Considered
Received

You must figure your gain each year on the
payments you receive, or are treated as re-
ceiving, from an installment sale. These pay-
ments include the down payment and each
later payment of principal on the buyer's debt
to you.

In certain situations, you are considered
to have received a payment, even though the
buyer does not pay you directly. These situ-
ations occur when the buyer assumes or pays
any of your debts, such as a loan, or pays any
of your expenses, such as a sales commis-
sion.

Buyer pays seller's expenses.  If the buyer
pays any of your expenses related to the sale
of your property, it is considered a payment
to you in the year of sale. Include these ex-
penses in the selling and contract prices
when figuring the gross profit percentage.

Buyer assumes mortgage.  If the buyer as-
sumes or pays off your mortgage, or other-
wise takes the property subject to the mort-
gage, the following rules apply.
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Mortgage less than basis. If the buyer
assumes a mortgage that is less than your
installment sale basis in the property, it is not
considered a payment to you. The contract
price equals the selling price minus the mort-
gage. This difference is all that you will di-
rectly collect from the buyer.

Example. You sell property with an ad-
justed basis of $19,000. You have selling ex-
penses of $1,000. The buyer assumes your
existing mortgage of $15,000 and agrees to
pay you $10,000 (a cash down payment of
$2,000 and $2,000 (plus 12% interest) in
each of the next 4 years).

The selling price is $25,000 ($15,000 +
$10,000). Your gross profit is $5,000 ($25,000
- $20,000 installment sale basis). The con-
tract price is $10,000 ($25,000 - $15,000
mortgage). Your gross profit percentage is
50% ($5,000 + $10,000). You report half of
each $2,000 payment received as gain from
the sale. You also report all interest you re-
ceive as ordinary income.

Mortgage more than basis. If the buyer
assumes a mortgage that is more than your
installment sale basis in the property, you re-
cover your entire basis. You are also relieved
of the obligation to repay the amount bor-
rowed. The part of the mortgage greater than
your basis is treated as a payment received
in the year of sale. This is in addition to the
buyer's other payments.

To figure the contract price, subtract the
mortgage from the selling price. This is the
total you will actually receive from the buyer.
Add to this amount the “payment” you are
considered to receive (the difference between
the mortgage and your installment sale ba-
sis). The contract price is then the same as
your gross profit from the sale.

If the mortgage the buyer assumes is
equal to or more than your installment sale
basis in the property, the gross profit per-
centage will always be 100%.

Example. The selling price for your
property is $9,000. The buyer will pay you
$1,000 annually (plus 8% interest) over the
next 3 years and assume an existing mort-
gage of $6,000. Your adjusted basis in the
property is $4,400. You have selling ex-
penses of $600, for a total installment sale
basis of $5,000. The part of the mortgage that
is more than your installment sale basis is
$1,000 ($6,000 — $5,000). This amount is in-
cluded in the contract price and treated as a
payment received in the year of sale. The
contract price is $4,000:

Selling Price ......oovvviiiieiiiiie e
Minus: Mortgage ...........
Amount actually received .............ccceevennne
Add difference:

MOrtgage .......cceevverveineiriinies

Less: Installment sale basis .....
CoNtract PriCe  ....ccevveeeieeiieeee e

Your gross profit on the sale is also
$4,000:

Selling PriCe ...ooceeeveeiieeiee e
Minus: Installment sale basis .
Gross profit  ....ceceviieeieie e

Your gross profit percentage is 100%.
Report 100% of each payment as gain from
the sale. Treat the $1,000 difference between
the mortgage and your installment sale basis
as a payment and report 100% of it as gain
in the year of sale.

Mortgage canceled. If the buyer of your
property is the person who holds the mort-
gage on it, your debt is canceled, not as-
sumed. You are considered to receive a
payment equal to the outstanding canceled
debt.

Example. Mary Jones loaned you $4,500
in 1995 in exchange for a note mortgaging a
tract of land you owned. On April 4, 1999, she
bought the land for $7,000. At that time,
$3,000 of her loan to you was outstanding.
She agreed to forgive this $3,000 debt and to
pay you $2,000 (plus interest) on August 1,
1999, and August 1, 2000. She did not as-
sume an existing mortgage. She canceled the
$3,000 debt you owed her. You are consid-
ered to have received a $3,000 payment at
the time of the sale.

Buyer assumes other debts. If the buyer
assumes your other debts, such as a loan or
back taxes, it may be considered a payment
to you in the year of sale.

If the buyer assumes the debt instead of
paying it off, only part of it may have to be
treated as a payment. Compare the debt to
your installment sale basis in the property
being sold. If the debt is less than your in-
stallment sale basis, none of it is treated as
a payment. If it is more, only the difference is
treated as a payment. If the buyer assumes
more than one debt, any part of the total that
is more than your installment sale basis is
considered a payment. These rules are the
same as the rules discussed earlier under
Buyer assumes mortgage. However, they
apply to only the following two types of debts
the buyer assumes.

1) Those acquired from ownership of the
property you are selling, such as a
mortgage, lien, overdue interest, or back
taxes.

2) Those acquired in the ordinary course
of your business, such as a balance due
for inventory you purchased.

If the buyer assumes any other type of
debt, such as a personal loan, it is treated as
if the buyer had paid off the debt at the time
of the sale. The value of the assumed debt is
then considered a payment to you in the year
of sale.

Payment of property. If you receive prop-
erty rather than money from the buyer, it is
still considered a payment. However, see
Like-Kind Exchange, later. The amount of the
payment is the property's FMV on the date
you receive it.

Fair market value (FMV). This is the
price at which property would change hands
between a buyer and a seller, neither being
required to buy or sell, and both having a
reasonable knowledge of all necessary facts.
If your installment sale fits this description, the
value assigned to property in your agreement
with the buyer is good evidence of its FMV.

Third-party note. If the property the
buyer gives you is a third-party note (or other
obligation of a third party), you are considered
to have received a payment equal to the
note's FMV. Because the note is itself a pay-
ment on your installment sale, any payments
you later receive from the third party are not
considered payments on your sale.

Example. You sold real estate in an in-
stallment sale. As part of the down payment,
the buyer assigned to you a $5,000, 8% note



of a third party. The FMV of the third-party
note at the time of your sale was $3,000. This
amount, not $5,000, is a payment to you in
the year of sale. Because the third-party note
had an FMV equal to 60% of its face value
($3,000 + $5,000), 60% of each payment of
principal you receive on this note is a non-
taxable return of capital. The remaining 40%
is ordinary income. Report the interest you
receive in full as ordinary income.

Bond. A bond or other evidence of debt
you receive from the buyer that is payable on
demand is treated as a payment in the year
you receive it. If you receive a government
or corporate bond that has interest coupons
attached or that can be readily traded in an
established securities market, you are con-
sidered to have received payment equal to
the bond's FMV. Accrual basis taxpayers
should see section 15A.453-1(e)(2) of the
regulations.

Buyer's note. The buyer's note (unless
payable on demand) is not considered pay-
ment on the sale. Its full face value is included
when figuring the selling price and the con-
tract price. Payments you receive on the note
are used to figure your gain in the year you
receive them.

Guarantee. If a third party or government
agency guarantees the buyer's payments to
you on an installment obligation, the guaran-
tee itself is not considered payment.

At the time this publication was being
A prepared for print, Congress was
@eEEN considering  legislation  that  would
modify the pledge rules explained next. For
more information about this and other impor-

tant tax changes, see Publication 553, High-
lights of 1999 Tax Changes.

Installment obligation used as security
(pledge rule). If you use an installment obli-
gation to secure any debt, the net proceeds
from the debt may be treated as a payment
on the installment obligation. This is known
as the pledge rule and it applies if the selling
price of the property was over $150,000. It
does not apply to the following dispositions.

1) Sales of property used or produced in
farming.

2) Sales of personal-use property.

3) Qualifying sales of time-shares and res-
idential lots.

The net debt proceeds are the gross debt
minus the direct expenses of getting the debt.
The amount treated as a payment is consid-
ered received on the later of the following
dates.

1) The date the debt becomes secured.

2) The date you receive the debt proceeds.

A debt is secured by an installment obli-
gation to the extent that payment of principal
or interest on the debt is directly secured
(under the terms of the loan or any underlying
arrangement) by any interest in the install-
ment obligation.

Limit. The net debt proceeds treated as
a payment on the pledged installment obli-
gation cannot be more than the excess of
item (1) over item (2), below.

1) The total contract price on the install-
ment sale.

2) Any payments received on the install-
ment obligation before the date the net
debt proceeds are treated as a payment.

Installment payments. The pledge rule
accelerates the reporting of the installment
obligation payments. Do not report payments
received on the obligation after it has been
pledged until the payments received are more
than the amount reported under the pledge
rule.

Exception. The pledge rule does not
apply to debt incurred after December 17,
1987, to refinance a debt under the following
circumstances.

1) The debt was outstanding on December
17, 1987.

2) The debt was secured by that installment
sale obligation on that date and at all
times thereafter until the refinancing oc-
curred.

A refinancing as a result of the creditor's
calling of the debt is treated as a continuation
of the original debt if a person other than the
creditor or a person related to the creditor
provides the refinancing.

This exception applies only to the refi-
nancing that does not exceed the principal of
the original debt immediately before the refi-
nancing. Any excess is treated as a payment
on the installment obligation.

Escrow Account

In some cases, the sales agreement, or a
later agreement, may call for the buyer to
establish an irrevocable escrow account from
which the remaining installment payments
(including interest) are to be made. Generally,
these sales cannot be reported on the in-
stallment method. The buyer's obligation is
paid in full when the balance of the purchase
price is deposited into the escrow account.
When an escrow account is established, you
no longer rely on the buyer for the rest of the
payments, but on the escrow arrangement.

Example. You sell property for $10,000.
The sales agreement calls for a down pay-
ment of $1,000 and payment of $1,500 in
each of the next 6 years to be made from an
irrevocable escrow account containing the
balance of the purchase price plus interest.
You cannot report the sale on the installment
method because the full purchase price is
considered received in the year of sale. You
must report the entire gain in the year of sale.

Escrow established in a later year. If you
make an installment sale and in a later year
an irrevocable escrow account is established
to pay the remaining installments plus inter-
est, the amount placed in the escrow account
represents payment of the balance of the in-
stallment obligation. Therefore, you cannot
use the installment method to report any
payments you receive from the escrow ac-
count.

Substantial restriction. If an escrow ar-
rangement imposes a substantial restriction
on your right to receive the sale proceeds, the
sale can be reported on the installment
method, provided it otherwise qualifies. For
an escrow arrangement to impose a sub-
stantial restriction, it must serve a bona fide
purpose of the buyer, that is, a real and defi-
nite restriction placed on the seller or a spe-
cific economic benefit conferred on the buyer.

Depreciation
Recapture Income

If you sell property for which you claimed a
depreciation deduction, report any depreci-
ation recapture income in the year of sale,
whether or not an installment payment was
received that year. Figure your depreciation
recapture income (including the section 179
deduction and the section 179A deduction
recapture) in Part lll of Form 4797. Report the
recapture income in Part Il of Form 4797 as
ordinary income in the year of sale. The re-
capture income is also included in Part | of
Form 6252. However, the gain equal to the
recapture income is not reported on the in-
stallment method. Report any gain greater
than the recapture income 